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1. The Real Sector and the Financial Sector in Neoclassical 
Economics
(1) IS-LM Model and Post-war Economics
John Richard Hicks incorporated Keynesʼawareness of the issue in 
macroeconomics after World War II when he formulated the IS-LM model 
as a general equilibrium system consisting of the goods market and the money 
market. However, Hicks built into the IS curve the equilibrium interest rate 
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equalizing the goods market (a quasi-natural interest rate), which Keynes 
should have denied. As a result, he integrated the real sector and the financial 
sector in the Wicksellian approach.
The Wicksellians considered the rate of return on real capital as the starting 
point of their argument, while the Neo-Walrasians ignored the production 
process and try to consider the economy as a means for the allocation of 
resources. Hicks gradually shifted his view from the IS-LM aspect in the 
Wicksellian approach to the Neo-Walrasian aspect. Based on this Neo-
Walrasian theory of Hicks, Oscar Lange and Don Patinkin constructed the 
Neo-Walrasian-type IS-LM model.
The IS-LM model has been of significance in that it has applied a 
simultaneous decision method to major variables including employment, 
income, the interest rate7). The IS-LM model has made it possible to address 
influences of various factors on the rate of return on real capital, the interest 
rate and the output within the framework of a general equilibrium system8). 
The IS-LM model gave birth to the new macroeconomics called the 
Neoclassical Synthesis using a method that defines major markets list 
comprising  the economy, describes the demand-supply equation, and works 
out the general equilibrium solution9)
1) The Real Sector and the Financial Sector in the Wicksellian 
Theory
The Wicksellians tried to introduce monetary and financial factors into 
general equilibrium analysis, which centered on the rate of return on real 
goods (the natural interest rate). However, the natural interest rate, which is the 
basic concept that links the real sector and the financial sector in the 
Wicksellian model, is hard to explain and is only applicable to the one-
commodity model, which is far from reality. Despite this weakness in the basic 
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concept, Franco Modigliani, et al., relied on the Wicksellian-type IS-LM 
model and developed their post-war Keynesian theory10).
The Keynesians described the IS curve as the trajectory of equilibrium 
points of the natural interest rate in association with various levels of output. At 
these equilibrium points, real saving and real investment are expected to be 
equalized. On the other hand, they described the LM curve as a trajectory of 
equilibrium points of the market interest rate in association with various levels 
of output. At these equilibrium points, the demand and supply for money are 
expected to be equalized under the liquidity preference theory. In this 
framework, real forces such as productivity will determine the natural interest 
rate, while the demand and supply for money will determine the market 
interest rate. Since the price of commodities is assumed to be stable, the 
natural interest rate can be compared to the market interest rate without any 
discrepancy with regard to the real price. At the intersection of the IS curve 
and the LM curve, the natural interest rate corresponds to the market interest 
rate, and the output at this point is interpreted as the equilibrium output.
In the above explanation of the IS-LM model, the market interest rate is 
supposed to be adjusted by the natural interest rate, and therefore the principle 
of effective demand is excluded. As a result, there is no alternative but to 
introduce incompleteness such as the liquidity trap and the rigidity of wages for 
the purpose of deriving the underemployment equilibrium. However, such 
incompleteness is assumed to be resolved in the long run, and the 
underemployment equilibrium has thereby been deemed a temporary 
phenomenon.
Any monetary policy theoretically affects aggregate demand, but few verified 
analyses have found a significant relationship between the interest rate and 
gross expenditures. Therefore, the Keynesians accepted the conclusion that 
any monetary policy would be less important than any fiscal policy. Many 
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Keynesians supported a fine tuning policy, which adjusts the market interest 
rate to the equilibrium rate of the return on real capital (the natural interest 
rate), as an appropriate monetary policy, while they put the emphasis on 
measures to expand effective demand by means of a fiscal policy as a 
stabilization policy; in other words, this underlines the rightward shift of the IS 
curve. However, such monetary analyses came under criticism, as the setback 
took place during a period when financial transactions were expanding in a 
stable financial environment under the managed currency system.
Against this background, several broader IS-LM models in the Wicksellian 
approach were created, including (1) the attempt by Axel Leijonhufvud, who 
advocated a return to “The Monetary Theory” of Keynes and strengthened the 
loanable funds theory; (2) the model of James Tobin, who expanded the 
Keynesian model so as to incorporate asset selection behavior; and (3) the 
monetarist model of Karl Brunner and Allan H. Meltzer.
In Tobinʼs portfolio theory, relations between the real sector and the 
financial sector are analyzed in the form of determining the household 
portfolio balance. In contrast to the Wicksellian theory, in which capital (real 
capital) must be perceived as the cumulative amount of value, Tobin identified 
equity as real capital while using a model in which the equity valuation diverges 
from the renewal cost of capital (or the marginal production capacity diverges 
from the rate of return on equity) in the short run. The idea that these two 
numerical values (or two rates) diverge from each other in the short run, but 
that they become equal in the long run inherited Wicksellʼs theory about the 
relationship between the market interest rate and the natural interest rate. 
Meanwhile, the Brunner-Meltzer model has been characterized by the idea 
that capital (or equity) is an imperfect alternative to liabilities (or bonds). 
However, in this model, there has been only one factor that links the real 
sector and the monetary sector, namely, the divergence between the rate of 
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return on real capital and the rate of return on equity. The relationship 
between the rate of return on real capital and the rate of return on equity also 
inherited the Wicksellian distinction between the natural interest rate and the 
market interest rate. While the new forms of capital, namely equity and bonds, 
were introduced, perception of the relationship between the real sector and 
the financial sector remained at the same level as that of the Wicksellians.
2) The Real Sector and the Financial Sector in the Neo-Walrasian 
Theory
The Neo-Walrasian theory succeeded in avoiding the drawback of the 
Wicksellian capital theory by perceiving capital as a fixed resource that 
comprises the initial endowment. However, this solution has meant that the 
difference between real asset and financial asset in terms of their process of 
generating earnings is destined to be disregarded. As a result, in the Neo-
Walrasian IS-LM model, the distinction between the natural interest rate and 
the market interest rate has not materialized and the real interest rate has 
become just a computational concept that can be calculated as the nominal 
interest rate minus the expected inflation rate. This has meant instead that the 
Neo-Walrasian model has become scalable enough to incorporate various 
factors, which has enhanced its attractiveness. The Neo-Walrasian theory has 
been typically developed in the following three directions.
Firstly, Don Patinkin introduced the quantity theory of money, and based 
on this theory he has argued that the Walrasian theory has a contradiction 
because the Walrasian system is split between the “real” sector and the 
“monetary” sector and that demand and supply in the real sector depend solely 
on the relative price while the absolute price is determined by the quantity 
equation for money that represents the financial sector. According to Patinkin, 
this contradiction can be avoided by introducing the real balance of money.
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Secondly, Robert W. Clower attempted to introduce a monetary concept 
(hereafter “money”) by imposing financial constraints on the Walrasian model. 
In the Clower model, addition of the quantity equation of money has been 
interpreted as imposing financial constraints on the transaction parties and 
thereby money has been introduced into the Walrasian model.
Thirdly, the Neo-Walrasians attempted to introduce money into the Arrow-
Debreu model, which has been characterized by perfect harmony with money 
not playing any role. To this end, they began to make an inter-temporal 
analysis by means of the temporary equilibrium model (TE model), in which 
ex-ante harmony of the market does not exist. The TE model tends to have 
been used mainly as an overlapping generation model, but this model has 
been of significance only in the sense that it has provided a comprehensive 
framework to analyze the effects of various factors without the premise of ex-
ante harmony.
Since a multiplicity of factors can be introduced into the Neo-Walrasian 
model, analyses of various financial phenomena have become possible by 
introducing money and various other monetary factors. However, the 
fundamental nature of these models is described simply as the addition of 
money and credit to the ex-ante-adjustment barter model. Therefore, in any 
financial analysis by the Neo-Walrasians, there has been no alternative but to 
make ad-hoc assumptions. This has meant that any kind of conclusion can be 
derived from the analysis, depending on the established assumptions.
(2) The Crisis of Economics and the Formation of Rational 
Expectations
As financial markets gradually become destabilized both at home and 
abroad from around 1970 onward, the role of the changing expectations of 
economic entities and financial markets over the macro economy has become 
—  67  —
Monetary Equilibrium under Financial Capitalism (2)（野下）
greater. The effects of monetary policies that the Keynesians underlined were 
gradually lost, as the influence of the financial markets and expectations grew 
stronger. Economics got into a crisis in the late 1970s11).
Firstly, the crisis of economics started with antagonism between the 
Keynesians and the monetarists. The latter criticized the former, saying that 
the Keynesians ignored the role of money supply in determining the aggregate 
demand and excessively emphasized fiscal spending. The monetarists 
advocated that a change in the money supply is closely related to an increase in 
total spending and price hikes since prices rise only through an increase in 
total spending. According to the monetarists, the increased quantity of money 
is supposed to result only in price hikes with no influence on the rate of return 
on any asset in the short run.
Secondly, the rational expectation school has criticized the Keynesians 
based on a theory of endogenous expectations, suggesting some defects in the 
Keynesian assumption about the formation of expectations. Unlike 
macroeconomic theories, microeconomic theories have been based on the 
premises of rational decision making and optimization. Accordingly, it is 
understandable that the concept of rational decision making has been 
incorporated into the formation of expectations. The formation of rational 
expectations has been nothing more or less than the expectation theory that 
broadened the neoclassical school in general, especially the Neo-Walrasian 
approach12). Rather, compared to any extrapolation of past experience, the 
endogenous expectations have made predictions theoretically more reliable, 
resulting in a firm theoretical basis for the TE model. In this way, the 
formation of rational expectations has become an “orthodox” method of 
economics13).
The endogenous expectation model based on rational expectations has 
assumed perfect competitive markets in which liquidations are expected to be 
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instantly completed. Advocates of the rational expectations formation 
hypothesis created a new TE model called the endogenous business cycle 
theory (or RBC, the real business cycle) with the intention of explaining 
fluctuations without introducing incompleteness. The RBC has made a 
theoretical contribution in that it has enhanced methodological sophistication 
in line with the tradition of the Neo-Walrasians and changed the way that the 
emphasis is placed in the TE model, rather than presenting a fundamentally 
new insight into analyses of macroeconomic phenomena14).
The rational expectations formation hypothesis has been broadly accepted 
in economics, and yet this does not mean that its political conclusion, in that 
stabilization policy is deemed meaningless, has been generally accepted. It is 
the New Keynesians who have criticized the rational expectation school and 
the RBC model for their unrealistic assumptions and the perception of 
incompleteness as well as their insufficient interest in the role of institutions. 
The New Keynesians have incorporated various kinds of incompleteness, 
differing from the assumptions of the Keynesian model, with the intention of 
explaining the relationship between institutions and the economy as well as 
policy challenges.
The perception of incompleteness as considered by the New Keynesians 
has been different from the traditional perception of incompleteness. The 
Keynesians “discovered” incompleteness in labor markets and financial 
markets and assumed only the rigidity of wages and the liquidity trap. In 
contrast, the New Keynesians tried to systematically explain incompleteness 
based on rational choice behavior or on the basis of a general framework15). It 
is the misalignment of the rate of adjustment and the asymmetry of information 
that have played an important role in the New Keynesians attempts to 
systematically address incompleteness. In particular, studies with a focus on 
the asymmetry of information have achieved remarkable results in fields 
—  69  —
Monetary Equilibrium under Financial Capitalism (2)（野下）
related to incompleteness in credit markets, such as the credit allocation issue.
Since the 1980s, macroeconomics has been making progress not only in the 
sharing of analytical methods, but also in methodological convergence or 
integration16). Firstly, the RBC and many of the New Keynesians use the TE 
model as an analytical method, into which rational expectations have been 
incorporated, and they derive the behavior equation on the basis of the 
optimizing behavior of households and/or companies. Macroeconomics has 
no longer needed any distinguished methods from microeconomics in the area 
of analyzing aggregates17). Secondly, the RBC did not initially consider the 
influence of monetary factors as important and assumed that monetary policies 
would not have any decisive influence. However, since many experimental 
studies have found a significant relationship between monetary policies and 
output, the RBC has changed its approach to pay attention to the 
incompleteness of nominal prices and focus on monetary policies. In this case, 
just like the New Keynesians, the RBC has been trying to explain gaps between 
the reality and the theories on the basis of an adjustment of failures between 
nominal factors and real factors, including delays in the adjustment between 
wages and the price of commodities.
The RBC and the New Keynesians have taken the Neo-Walrasian TE 
model for granted as the “standard type.” They have been releasing many 
studies in which asymmetric information and/or the incompleteness of 
nominal price adjustments have been added to the “standard type” TE model, 
a dynamic structure has been given, and incompleteness has been 
supplemented with empirical analyses or various kinds of simulation analyses. 
However, the current status has rather become an obstacle to systematic 
analyses of fundamental relations between the real sector and the financial 
sector, although it has moved economics forward in that many relationships 
among various factors have been examined and various analytical methods 
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have been developed.
Firstly, the Neo-Walrasian analytical method of general equilibrium appears 
to be a comprehensive framework to integrate these various factors. But in this 
model, the economic significance of selected factors cannot be identified due 
to the ambiguity of the main leading factor in the economy, although various 
factors are being addressed on an ad-hoc basis and the relationships between 
them are being analyzed. Therefore, such an analysis is nothing but a trial, and 
the analysis results are just one possible relationship among various factors. 
Secondly, the method of simultaneous decision is a limited method in 
approaching the casual relationship issue in determining which factor is the 
more important exogenous variable. In the Neo-Walrasian framework, 
causalities among economic factors cannot be precisely addressed since both 
the loanable funds theory and the liquidity preference theory are viable in this 
framework, although the two theories should be opposed to each other with 
respect to integration between the real sector and the financial sector.
(3) Portfolio Theory and Behavioral Finance
The equity market dramatically changed during and after World War II. In 
the wake of the rise of emerging securities companies that developed 
nationwide networks of branches, competition among securities companies 
accelerated and a wide range of investors were attracted to the market. In these 
circumstances, the expectations of investors became more likely to be realized 
in the market. In this context, the theory of asset selection, which had initially 
been advocated by Harry Markowitz and James Tobin, was converted into the 
portfolio theory with equilibrium constraints such as the CAPM (Capital Asset 
Pricing Model) and the efficient market hypothesis. At the same time, 
investment strategies including index investment were theoretically “justified,” 
contributing to the establishment of asset management business18).
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The portfolio theory with equilibrium constraints has been, first of all, based 
on a generalization, in which investment behavior derived from axioms are 
assumed to be applicable to all investors, and the theory has then been 
presented with equilibrium constraints. This basic assumption could be 
accepted only after all investors are assumed to have made the same 
investment decisions; in other words, all of them are assumed to have identical 
expectations and equal investment opportunities through the markets. 
However, from the viewpoint of the Bayesian probability theory, the 
assumption of identical expectations is groundless, and it has been proved that 
investments are made solely on the basis of the subjective decisions of 
individual investors, even if changes in share prices result from their stochastic 
generation.
Since the 1970s, active investment strategies have expanded and share prices 
have been formed in such a way as to be completely out of touch with 
fundamentals such as earnings and dividends. In active-investment-led markets, 
share prices have had a much greater tendency to be substantially driven by 
the assessment of investors due to the decoupling of share prices from 
fundamentals. In other words, psychological factors have had a stronger 
influence over share prices. Against this background, behavioral portfolio 
theory has come to the forefront, by assuming that irrational investors 
substitute for conventional-type rational investors and by supposing that 
arbitrage behavior will not work completely. Behavioral theory including 
behavioral finance has assumed realistic investor behavior in order to restore 
its power of explanation. However, investor behaviors have been cut off from 
the equity market structure and other institutions, and has been explained 
exclusively by psychological factors to be addressed inherently by psychology 
and experimental economics.
In contemporary macroeconomic theory and todayʼs portfolio theory, the 
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real foundation of economics have been underlined, while qualitative 
differences between real asset and financial asset have virtually disappeared. 
The difference in asset price formations has been recognized as the risk level 
and thus as the level of risk premiums, while factors such as expectation and 
psychology have been perceived separately from the structures of financial 
markets. The integration of the Neo-Walrasian approach and the portfolio 
theory has enabled various capital forms, including machinery equipment and 
equity, to be analyzed within the same framework, but at the same time it has 
led to a situation in which fundamental differences between the real sector and 
the financial sector disappear.
2. Integration of the Post-Keynesian School and the Marxist School
(1) The Cambridge Capital Controversies and the Financial 
Instability Hypothesis
After Joan Violet Robinson indicated dissatisfaction with the ambiguity of 
the perception of capital in the production function by the neoclassical school, 
Anglo-American Cambridge groups disputed with each other about the capital 
concept. In the general equilibrium theory by the Wicksellian neoclassical 
school or the “aggregate” production function, different kinds of capital goods 
have been aggregated into the same kind of “capital.” However, as criticized by 
the Post-Keynesian school, the Wicksellian approach made it necessary to 
assume an unrealistic one-commodity model, in order to make the rate of 
return equal to the marginal product of capital or in order to enable Paul A. 
Samuelson to formulate the aggregate production function.
As Pierangelo Garegnani has advocated, one of the central issues in the 
Capital Controversies can be solved by measuring the quantity of capital by 
value. And yet, will not have any socio-economic meaning if it has no real 
basis, while capital forms and capital activities can function even without a real 
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basis. Grasping capital merely in terms of a unit of value cannot lead to 
identification of the capital activities that play a leading role in the modern era, 
although it can ensure logical consistency. That is to say, the capital concept of 
the Post-Keynesian school was not only imperfect to criticize the ad-hoc 
definition of capital by the neoclassical school, but also failed to provide a 
sufficient framework to address the contemporary economy in which financial 
capital plays a leading role.
With financial instability becoming more obvious, the Post-Keynesian 
school has attempted to make it clear that financial instability is endogenous in 
the capitalist economy, as represented by Hyman Minskyʼs financial instability 
hypothesis. This approach is in sharp contrast to the neoclassical approach, in 
which the destabilization of financial markets has been treated as an exception 
or has been considered a result of policy failure. The Post-Keynesian approach 
has developed into an effort to construct a model that would explain the 
following processes: as the growth stage progresses, debt formation also 
progresses, which results in increased risks; and ultimately interest rates, etc., 
will rise, which will lead to debt default. And yet studies about financial 
instability have not necessarily achieved good results19).
Firstly, there are methodological confusions in attempts to construct a 
model based on Minskyʼs ideas. In recent years, there has been an increase in 
studies that intend to integrate the Post-Keynesian and the New Keynesian by 
expanding on Minskyʼs ideas and trying to explain the characteristics of 
financial markets, especially their vulnerability, based on asymmetric 
information. However, there are criticisms not only against this kind of 
“integration”, but also against the methodology of analyzing the reality todayʼs 
financial instabilities based on the application of the neoclassical school-
developed “scientific” model20).
Secondly, there is another criticism that points out a contradiction with 
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another pillar of Post-Keynesian theory, namely the endogenous money supply 
theory21). This is because a situation in which the debt formation raises interest 
rates cannot be accepted if the money in association with debt formation is 
endogenously supplied22).
Thirdly, from the viewpoint of the monetary equilibrium analysis, interest 
rates and the risk assessment of corporate debts should be affected by the 
behavior of investors who select assets in financial markets. In the financial 
instability hypothesis, however, there has been no systematic analysis of the 
possibility of an asset evaluation in the financial sector that differs from that in 
the real sector.
(2) Endogenous Money Supply Theory and the Marxist School 
Analysis of the Credit System
As another achievement in the financial theory of the Post-Keynesian 
school, it has been confirmed that contemporary “money” comprises credit 
money and that it is endogenously supplied. The endogenous nature of money 
supply has been required for the following two reasons: (1) in order to criticize 
the monetarist approach in which inflation is assumed to be caused by a 
change in money supply and (2) to establish the exogenous nature of money 
interest rates as a condition of achieving monetary equilibrium. Seen from 
reality as well, payments in the private sector are mostly made via checks and 
deposits with private banks, and this kind of “bank money” is supplied through 
lending and borrowing relationships. Central bank notes are used as cash only 
partially, such as in retail transactions or illegal transactions in which credit 
formation is not easy. The flip side to this is that the formulation method of 
the endogenous nature has created a controversy, since the formulation was 
based on the horizontalist approach, in which money supply is supposed to be 
completely subject to borrowing demand while the money interest rate is 
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recognized as an exogenous variable.
The horizontalist endogenous theory assumes that the central bank always 
supplies reserve deposits in a way that accommodates the demand from private 
banks. In this theoretical framework, both the credit allocation, which has 
been underlined by the New Keynesians, and the liquidity preference theory, 
in which money is recognized as a special asset, can no longer be argued or 
properly positioned. Actually, an extreme endogenous theory called the circuit 
theory, which has been advocated in recent years, denies even interest rate 
fluctuations in financial markets23). In this sense, according to the endogenous 
theory of the horizontalists, private banks are considered as a mere channel 
linking the central bank and the borrowers. With regard to their money supply 
mechanism as well, the same model as that of the monetaristsʼ can be used, 
despite being the opposite extreme in terms of their initiatives. Naturally, a 
theoretical movement (structural endogenous theory) has emerged as opposed 
to the extreme endogenous theory of the horizontalists. The structuralists have 
attempted to re-integrate the liquidity preference theory and the endogenous 
theory by introducing the reserve saving behavior of private banks and the 
structure of currencies/assets with different liquidity.
As argued by the monetarists, the money supply in reality is not entirely 
independent from the money demand. The means of payment such as bank 
deposits are supplied via lending transactions. The money supply is 
endogenous in that it is conditioned on the borrowing demand. However, the 
borrowing demand is not always met no matter what the environment is like.
Firstly, there is an argument which states that the money supply must be 
endogenous if the interest rate are exogenous. This argument represents 
characteristics of the applied model, but it does not precisely reflect the actual 
relations. Rather, it indicates that the determination of the interest rate and the 
money supply model have not been sufficiently identified.
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Secondly, economic entities under uncertainty face excesses or deficiencies 
in their means of payment due to the precautionary motive or the time lag 
between the money received and the money disbursed. The consequent 
excesses or deficiencies in bank deposits or reserve deposits are adjusted in 
financial markets. Even in a tight credit period, if investments and fund-raising 
activities are conducted more frequently, the turnover rate of demand deposits 
or reserve deposits will accelerate to meet the increased borrowing demand. 
Conversely, even in an easy credit period, if investments and fund-raising 
activities deteriorate due to lower confidence in the overall market, a credit 
crunch will occur. The horizontalist approach, in which the money demand is 
supposed to always be met, is tantamount to assuming that economic entities 
would not face any uncertainty.
Thirdly, commercial banks will change the amount of their holdings of 
reserve deposits and/or amounts of borrowings necessary for interbank 
settlements in response to changes in the financial environment unless they are 
able to predict with certainty future monetary policies and the amount of 
future borrowings in the interbank market. Such behavior will affect the 
liquidity financing costs of private banks. Accordingly, the change in the policy 
interest rate by the central bank will affect fund-raising costs and ultimately the 
profitability of private banks. This means that the range of options in setting 
policy interest rates is constrained and cannot be completely independent 
unless the central bank is able to completely ignore financial institutions, 
especially the profitability of banks.
By considering contemporary money as “bank money,” the Post-Keynesian 
school tried to incorporate movements in financial markets into its 
macroeconomic theory in the wake of the increasing importance of financial 
markets. However, the Post-Keynesians have also been forced to make ad-hoc 
assumptions about the behaviors of banks and the movements in the securities 
—  77  —
Monetary Equilibrium under Financial Capitalism (2)（野下）
market has due to fact that their insufficient framework has failed to 
systematically grasp the financial structure that consists of payment systems and 
financial markets. This weak point has caused confusion in the arguments for 
endogenous money supply theory. From the viewpoint of monetary 
equilibrium analysis as well, the exogenous nature of interest rates is not that 
simple to explain in light of the fact that the money supply does not always 
meet the money demand. The Post-Keynesian needs to establish an analytical 
framework to ensure a consistent explanation of the possible financial 
structure.
In Japan, the Marxist school has long been engaged in historical and 
theoretical studies on the financial structure as the credit system in the capitalist 
economy.
In accordance with their studies about the financial structure, the essence of 
capitalist credit is that certificates of indebtedness or monetary claims derived 
from the underlying lending and borrowing relationships either serve as an 
alternate for the money function or can be priced and resold. The financial 
structure is nothing less than a pile of credits and debt obligations in which the 
relevant lending and borrowing relationships are embodied. And the function 
of banks that are the core of this financial structure is not to collect and lend 
their store of money but to extend loans (create credits) by substituting their 
own liabilities, that is, demand deposits for the money function as the means 
of payment.
In order to substitute demand deposits for the money function, the debt 
service capacity or credibility must be ensured. But it is not easy to stabilize the 
clearing and settlement mechanism (payment system) in which credit and debt 
relationships are used.
Figure 2 describes the evolution of the credit payment system. State money 
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could not adjust the stock of state moneis according to money demand. 
Because state money system does not have the money issuing mechanism 
through lending and borrowing. Promissory notes and exchange bills could not 
stably ensure credibility due to the vulnerable credit of the issuers. Therefore, 
the modern payment system consisting of more than one deposit bank was 
required in order to establish credit payment system. Unlike the issuing 
banking system that is viable in itself but is more likely to go under, the deposit 
banking system needs joint organizations (clearinghouses and the domestic 
exchange system) in charge of interbank clearing and settlement in order to 
have its own liabilities, namely demand deposits, serve as the money function. 
Based on these joint organizations for interbank clearing and settlement, 
Figure 2  Taxonomy of the Money and Payment System
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various interbank organizations have been formed both at home and abroad, 
and the modern payment system has been established with the central bank at 
the head in charge of settlements among interbank payment organizations.
While the modern settlement bank system, in which deposits and checks 
are used as the means of payment in industrial and commercial areas, has 
ensured the stability of credit and debt obligations, financial markets have been 
formed as places where excesses or deficiencies in the means of payment are 
to be managed or financed. As financial capital activities have become more 
active, financial markets have been diversifying in response to investment 
periods and/or financing terms. They have been roughly divided into the 
short-term money market and the capital (securities) market. In this sense, the 
banking system and the securities market are in a hierarchical relationship 24).
An integrated analysis without disrupting the demand and supply for the 
means of payment in the banking system and the securities market becomes 
possible by recognizing relationships between the modern payment system and 
financial markets. This recognition is therefore essential to analyzing 
relationships between the behavior of banks and the central bank on the one 
hand and asset selection activities on the other hand, without making ad-hoc 
assumptions.
The Post-Keynesian school has a defect in its analysis of the financial 
structure as the credit system, which is essential to extending monetary 
equilibrium analysis. In contrast, the Marxist school has a weakness in its 
analytical framework to derive macro economic implications that would be 
obtained as a result of the development of the financial structure. Here lies the 
potential for integrating or at least complementing the accomplishments of the 
Post-Keynesian school with those of the Marxist school.
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Conclusion
In an economy in which investments in financial assets can become an 
alternative to real investments, financial capital activities will increasingly 
determine the scale of the real sector by evaluating and selecting assets of 
various kinds of capital. This tendency further intensifies as money 
multiplication activities by financial capital become more activated and 
financial transactions increase. This is the conclusion derived from the 
monetary equilibrium analysis under financial capitalism. As long as the 
purpose of capital activities is the money multiplication, financial capital will 
generate financial assets and financial organizations or institutions in such a 
way as to make them beneficial for its own money multiplication activities, and 
will activate asset selection activities. In this sense, monetary equilibrium 
analysis can be an effective framework for analyzing the contemporary 
economy, but, needless to say, it needs to be further improved to capture the 
dynamism of the modern era. In such an improvement process, there is room 
for the Marxist school to make a contribution through its analysis of the 
financial structure, even if there are problems to be overcome in its 
methodology and capital concepts.
In a world brought about by capital activities whose purpose is the money 
multiplication, human and material resources cluster and accumulate at an 
unprecedented level because a huge amount of financing becomes possible. In 
contrast to this world, human and material resources that support backlogged 
financial assets or liabilities cannot help but be wasted and economic turmoil 
ensue due to the fact that financial instability cannot be avoided. If economic 
development is not achievable without wasting resources or economic anxiety, 
it is not possible to be optimistic about the future of humankind. What kind of 
institutional architecture is required so that we can overcome the current 
situation? This is another challenging issue to be solved in the financial capital-
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led world.
Notes
7)　Woodford [1999] pp. 6-7.
8)　Blanchard [2000] p. 6.
9)　Ibid., p. 2.
10)　For details of the development of the Keynesians and the Neo-Walrasians, refer to Rogers, 
op. cit., Part 1.
11)　Blanchard, op, cit., p. 14
12)　Ibid., p. 10, n. 6.
13)　Woodford, op, cit., p. 23
14)　Ibid., p. 29
15)　Blanchard, op, cit., p. 25
16)　Woodford, op, cit., pp. 28-9
17)　Ibid., p. 31
18)　For details of the model with equilibrium constraints and the behavioral theory, refer to 
Noshita [2007a] and [2007b].
19)　The author referred to Bellofiore and Ferri [2001a, b] for the current status of the financial 
instability hypothesis.
20)　With regard to this point, refer to Forey [2001].
21)　Lavoie and Seccareccia [2001] pp. 76-96.
22)　Rochon [2003] pp. 147-8.
23)　Rochon [1999] p. 17.
24)　With regard to structures of financial markets and the securities market structure, refer 
to Noshita [2002]. The insufficient analysis of the relationship between the deposit bank 
system and financial markets caused proliferation of the oversupply theory of money capital, 
which confuses money and financial assets. It also allowed the Marxist school researchers to 
accept the extreme horizontalist-approach endogenous theory.
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